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During the last decades, bank and financial market have been intertwined 
dramatically, thus changing the framework of banking liquidity risk profoundly. After 
the financial crisis broke out in 2007, banking liquidity crisis has attracted more 
attention among scholars, even banking supervisors. 
Based on extensive literature review and subtle reality analysis, we find the 
modern banking liquidity deeply rely on market liquidity. Therefore, this paper studies 
the causes of banking liquidity crisis as well as the policy solution around the market 
participators. Firstly, through theory analysis, model deduction and empirical 
examination, procyclical leverage operation is proved to be the way banks adopted 
when they facing external supervision restrict or internal risk management, which 
combines with positive feedback of asset and price spiral could amplify the financial 
cycle then potentially causes banking liquidity crisis. However, appropriate capital 
adequacy ratio regulation combine with liquidity regulation are proved to be the 
effective instrument to ease this problem. Secondly, in order to address the question 
“under what circumstance crisis would break out”, coordination failure model is 
improved to argue that the uncertainty is the core of the illiquidity of banking market. 
Meanwhile, confidential contagion model is presented to demonstrate the 
transmission mechanic of liquidity crisis. After supporting the theories and models 
above with empirical study based on subordinate mortgage crisis, this paper further 
illustrates that banking information disclosure transparency should be enhanced to 
reduce uncertainty, market confidence should be built to cut off the contagion channel, 
and lender of last resort should be provided as an important complementarity. Finally, 
after the empirical study of role of lender of last resort played by different countries 
and areas in subordinate mortgage crisis, this paper comes up with some useful policy 
suggestion about the construction of lender of last resort in China. 
The academic contribution of this paper can be expressed as follow. Firstly, this 
paper is the first one that combines theories, models and empirical studies to 
profoundly analyze banking liquidity crisis under modern market circumstance, and 
comes up with persuasive policy suggestions. Secondly, in order to demonstrate the 
causes of banking liquidity crisis, this paper upgrades coordination failure model and 
builds up relative models, which became the analyzing platform of policy solution. 













overcome the disadvantage of relative studies that only include theory or empirical 
study. Finally, this paper reveals the status of banking sector in China and comes up 
with some constructional advice. 
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